Abstract
I. Introduction
Foreign direct investment (FDI) is now the largest single source of exter nal finance for developing countries. T he other ph en o m e n on concerning finance and development is capital flight. Kuczynski [1992] estimates there is about $300 billion of capital abroad belonging to residents in Latin Ameri ca (which is potentially available for the reverse flow ). O n the other hand, ©1998 -Institute for International Economics, Sejong Institution. All rights reserved.
Claessens and Naude' [1993] report that capital flight is more widespread than previously thought with non-Latin American countries constituting six of the ten countries having the largest average annual capital flight during 1981-91; and also com prising eight of the ten countries w ith the highest ratio of the stock of flight capital to either G D P or external debt stock.
In the case of private external borrowing guaranteed by governments, for eign debt and capital flight have been observed to have accumulated simulta neously. Kant [1996] examines whether F D I inflows, by increasing the avail ability of foreign exchange, similarly facilitate capital flight from developing countries; and whether the dom inant cause of capital flight (FDI inflows) is general economic m ism anagem ent (attractive investment clim ate), or is it discriminatory treatment against residents' capital (and favored treatment to 1. "Attractive investment climate" refers to macroeconomic conditions that favor long term investment, whether by residents or non-residents. This is explained further below. has been estimated to be as high as $300 billion (Kuczynski [1992] [1995] and UNCTAD [1994] . Foreign direct investment is the main form of alterna tive (as opposed to traditional) financing, i.e. a source of external finance for develop ing countries not guaranteed or intermediated by the public sector. 3. The non-standard view permits inefficiencies and imperfections in markets. Thus, Gertler and Rogoff [199이 show that (greater) capital market inefficiencies in poor countries may enable poor-country savers to enjoy higher returns abroad, even though under full information they would do better to invest locally. 4. Lessard and Williamson [1987] term these two approaches the balance of payments accounts approach and the residual approach, respectively. However, the terminolo gy "direct and indirect approach" is preferred in this paper because the residual method also relies substantially on the balance of payments statistics.
II. FDI, Capital Flight, and Their Possible Relationships
investment risks. The indirect approach takes capital flight as a residual of the following four balance of payments components: increase in debt owed to foreign residents, net inflow of foreign direct investment, increase in for eign exchange reserves and the current account deficit. The premise is that the first two inflows finance the latter two "outflows" so that any inability of the first two "sources of funds" to finance the latter two "uses of funds" is indicative of capital flight.
In addition, Dooley [1987] The next step is to express investment-income receipts as percentages of these three alternative measures of stocks of claims on nonresidents to get 5. Please see Dooley [1987] or Kant [1996] for details. calculated or im plicit yields. Dooley [1987] observes that these yields are implausibly low in comparison to market yields, and suggests that investment income receipts as reported in the balance of payments data are systematical ly understated. To derive his numbers for capital flight, he divides the report ed receipts by market yields to obtain market-yield equivalent capitalized val ues of actual investment-income receipts and then subtracts the result from corrected total external claims to get his measure of capital flight.
This paper examines the relationship of F D I inflows to capital flight using one direct measure, called here and by Claessens and Naude [1993] as Hot 
III. The Hypothesis and the Results
There is an inconclusive debate in the literature whether push or pull fac tors have been primarily responsible for the recent upsurge in private capi tal flows to developing countries. Calvo, Leiderman, and R einhart [1993] conclude that push factors like low interest rates and recession in m ajor creditor countries explain about 30 to 60 percent of private capital flows to ten Latin A m erican countries d u rin g J a n u a ry 1988 to D e ce m b e r 1991.
Chuhan, Claessens, and M am ingi [1993] find that internal variables explain about half of the bond and equity flows from the United States to six Latin American countries during 1988-92; for Asia, they conclude that internal fac tors account for about two-thirds of bond and equity flows into the region.
Edwards [1991] shows that there appears to be a strong link between eco nomic fundamentals in a cross-section of developing countries and foreign direct investment there. Hernandez and Rudolph [1995] show that between 1972 and 1989，three-year government-bond-yield in industrial countries and private flows to all developing countries have moved in the same direction.
Lastly, Calvo, L eiderm an, and R e in h a rt [1995] concede th a t as O E C D economies move towards recovery, external factors (like recession in credi tor countries) w ill becom e less significant in generating capital flows to Latin America and Asia.
Till recently, private non-guaranteed capital flows to developing countries consisted m ainly of FD I. For example, 1991 For example, , 1990 For example, , and 1989 were the first years in w hich significant portfolio inflows (as opposed to direct or inflows with some control over real activities by foreign investors) occurred in China, Korea, and M alaysia. O n the other hand, Korea and M alaysia had non-insignificant direct inflows even in 1970， w hile C h ina experienced similar inflows starting from 1976.6 For F D I over the nineteenyears-period considered in this paper, domestic factors are likely to be more im portant than external factors like low interest rates in the recessionary phases of business cycles in creditor countries.
However, even restricting ourselves to domestic factors, we may distin guish between general versus discriminatory domestic factors. General fac tors or broad investment climate is defined here as the macroeconomic con ditions that determine the risk-adjusted rate-of-return of assets in a country.
As discussed by Lessard and W illiam son [1987] , this investment climate approach cannot explain capital sim ultaneously leaving and entering the country.7 Per this approach, capital flight depends on the above exchangerate-adjusted rate-of-return attractiveness of foreign assets as compared to domestic assets. Assets in the host country are either more or less attrac tive than assets in the foreign country, so that flows in both directions do not take place.8 O n the other hand, the discriminatory treatment approach can explain such simultaneous occurrence. In fact, this approach was specif ically put forward to explain private foreign lending (implicitly or explicitly guaranteed by governments) co-existing with capital flight. Tables, various issues . 7. Generally, rather than borrowing themselves from the private external market, gov ernments were giving implicit or explicit guarantees to borrowings by private enti ties. As discussed above, Eaton [1987] argues that by guaranteeing external, but not internal, borrowings, governments encouraged round-trip flows in the form of capital flight. 8. This view emphasizes the rate of return motivation of international capital flows rather than the risk-diversification objective. respectively, while Table 3 shows similar results for the four countries from Europe, Central Asia and N orth Africa.
For each capital flight measure, the first num ber gives the estimated sam ple correlation coefficient. The num ber in parenthesis gives the cumulated probability of the population correlation coefficient being greater than the absolute value of the sample correlation coefficient under the null hypothe- sis that the population correlation coefficient is zero. 5% level of significance is used to select the correlations presented.
The following conclusions can be drawn from these tables. Note these results are based on time series data from 1974-92, and cover countries hav ing very varied economic policies and experiences. The first conclusion is that although the relationship is not borne out for all three measures of capi tal flight for all the fourteen countries, generally, F D I is statistically signifi cantly and negatively related to capital flight. Thus, in general, F D I inflows can be expected to reduce capital flight, and therefore have m agnified effects on an economy. Further, the dom inant reason for F D I inflow (and reduced capital flight) is an im provem ent in the general macroeconomicinvestment climate rather than specific policies favoring foreign investment (and discriminating against residents' investment).
As stated above, all three measures of capital flight do not give similar results. E xcluding the special case of C h ina to be discussed shortly, the Cline method gives the most consistent results followed by the Dooley mea sure. The Hot M oney 3 measure does not show significant relationship for four out of the other thirteen countries studied: Argentina, Chile, Morocco, and Jamaica. Thus, in contrast to the region-based analysis presented in Kant [1996] , w hen data are disaggregated into individual countries (even confining ourselves to developing countries for w hich m ost results were obtained) it matters w hich definition/concept of capital flight is used. Thus, it becomes im portant to either develop criteria to choose one out of the dif ferent measures of capital flight on an empirical basis or to have a consen sus in the literature on a specific definition of a capital flight which is robust. Now, we present results from the principal components analysis for the four teen countries. As discussed by Swoboda [1983] and Calvo, Leiderman, and Reinhart [1993] , such analysis is convenient for searching for a com m on element (or a num ber of com m on elements) from a num ber of individual time series. Principal com ponents are linear com binations of the original variables that explain increasingly hig h er proportions of total variance of those variables. Tables 4 and 5 
IV. Summary and Conclusions
Foreign direct investm ent is now the largest single source of external finance for developing countries. Despite its increasing importance, relative ly little attention has been given in the literature to its financial effects. This study uses individual countries' data to study one possible financial effect of FD I inflows: its relationship to capital flight.
In the case of private external borrowing guaranteed by governments, it has been found that 31% to 40% of such borrowings came right back as capi tal flight. This study examines whether individual countries' data show that 
